14 May 2002

Ms Fran Gillon

Head of Supplier Failure and Licensing

Ofgem

9 Millbank

London

SW1P 3GE

Dear Fran,

Arrangements for gas and electricity supply and gas shipping credit cover – Consultation Document

Transco welcomes the opportunity to comment on the above consultation. The comments represent the views of Transco in relation to its gas transportation activities.

Transco has always sought to protect itself against bad debt in line with normal commercial practice, by obtaining security cover and operating robust credit control procedures, including the right to restrict further credit exposures.  Indeed, the relatively low levels of outstanding debt incurred as a result of the Enron and Independent Energy failures have demonstrated that these processes provide reasonable protection.  Transco would not support any moves to reduce or remove all existing securities. 

Notwithstanding this Transco recognises that improvements may be desirable to protect the interests of end consumers and to mitigate against further risk of bad debt.  Transco itself is already reviewing its credit rules/policy and agrees that the current credit arrangements, in particular unsecured facilities based upon independent approved credit ratings, may no longer be adequate protection in the event of further failings.

Any review and change to the current credit regime needs to also consider
the period during which service continues following insolvency, because it is not until a new supplier is in place that financial responsibility is assumed.  The extension of security to cover the ‘gap’ in this situation would be difficult or impossible to implement.  Therefore, the option of maintaining a robust credit mechanism through Letters of Credit or cash deposits, supplemented by 100% pass through of any debt and any associated financing costs occurring after contract termination appears to offer a viable and workable solution. 

On related issues:

· Currently isolation is the only incentive Transco can utilise to influence end consumers to sign a deed of undertaking contractualising payment obligations until an alternative gas supplier/shipper is found.  The removal of this sanction could only be acceptable to Transco if there was an alternative way in which exposure to further bad debt could be restricted following termination. 
· The Credit Risk Management Transportation - Rules & Procedures (Code Credit Rules) formulated in 1996 make significant reference to Network Code with approximately 70% of the contents being terms contained within the main Network Code document.  Transco believes that at present it is not appropriate to contractualise any further as this removes the flexibility for Transco to respond to external influences and sudden economic climate changes in a timely manner without industry wide consultation.

· Transco notes Ofgem’s view that changes to invoicing cycles and payment terms should be considered further.  Whilst Transco is in agreement that shortening these timescales may offer greater protection against increasing levels of debt, the costs of IT system changes for all parties must be weighed against the potential benefits.

The main body of Transco’s comments are outlined in the attached appendices.  Appendix 1 broadly covers Ofgem’s invitation to express views on possible alternative arrangements contained within section 8 of the consultation document.  Appendix 2 is a summary of further amendments to both the Network Code and the Code Credit Rules that are being considered to protect both the Shipping Community and Transco against bad debt.  Appendix 3 covers points of clarity and raises further issues by section number not covered by the discussion on specific issues. 
Transco fully supports comments regarding the energy-balancing regime, which are contained in a separate response by the Energy Balancing Credit Committee, a body which is established by the Network Code rules and operates under Transco’s Chairmanship.

I trust you find these comments useful.  Should you wish to discuss any aspect of this response, please do not hesitate to contact me on 0121 713 5015.

Yours sincerely

Appendix 1 – Transco Views on Possible Alternative Arrangements

Broadly the options proposed by Ofgem fall into two types: those that position the cost of credit on individual companies and those that spread the cost of credit across industry players. 

Transco takes the view that in a competitive market, solutions that target costs on individual companies are more appropriate.  Solutions that spread the cost raise moral hazard concerns and may raise the level of risk across the industry as a whole.  Transco therefore supports a solution of the first type in the period up to insolvency or cessation of contract, but takes the view that a pooling mechanism may be most appropriate following insolvency when concerns of effective competition are replaced by concerns for consumer protection.

Letters of Credit or Cash

Transco agrees with Ofgem that the use of Letters of Credit (LoCs) or cash as credit cover for gas transportation offers more protection than Parent Company Guarantees (PCGs) or unsecured trading via Approved Credit Ratings (ACRs).  The failure of Enron highlighted that PCGs are an insufficient form of security, as are unsecured limits based upon investment grade ratings, due to the fact that they do not usually provide cover in the event of a default.                                                               
The experience of LogicaEPFAL the Funds Administration Agent within the New Electricity Trading Arrangements (NETA) has been invaluable in assessing the value of LoCs.  Credit defaults and insolvencies have been minimised due to the levels of cash and LoCs held and indeed if securities had not been held then the losses incurred as a result of the Enron failure may have been substantially larger. 

It is commercially accepted that whenever price risk exists in the market place, as is the case within the utilities sector, credit risk prevails.  It is therefore prudent to diversify risk by diverting part of it onto the financial services sector in the form of independent LoCs available from these institutions and markets.  Clearly a shift towards full cover by way of LoCs and cash has an impact on a number of gas shippers and therefore it would appear sensible that there should be a period of transition. 

Transco believes that in order to maximise recovery in the event of a default, all LOCs provided by independent financial institutions should be predetermined and non-negotiable, as prescribed within the 'Credit Risk Management Transportation - Rules & Procedures' (Code Credit Rules).  This would be in line with Competition Act legislation and would ensure there is no preferential treatment, would ensure that banks paid out when necessary and would assist in the reduction of problems associated with legal wording and general customer confusion.  Transco would support a proposal that also restricted the provision of LoCs from financial institutions with an ACR of A2 or greater, due to the increased protection that it would afford the industry.  

Furthermore, if gas shippers preferred to lodge cash or prepay then Transco would support the contractualisation of the requirement through the signing of an appropriate separate agreement.  Transco is the sole Network Operator to offer a pre-payment facility.  The principle has been successfully offered and operated since the commencement of Network Code and has enabled smaller gas shippers to provide a means of security that is far less costly and larger gas shippers to seek beneficial rates of interest in consideration for advance payment financial objectives.
Pass through the Price Control of Network Operators

Transco believes that the current arrangements represent an appropriate balance of cost of provision and risk to service providers and provide appropriate incentives to all parties. However, the pass through mechanism has merits in respect of the period between insolvency or cessation of contract and the appointment of a new supplier. 

Therefore, the option of maintaining a robust credit mechanism supplemented by 100% pass through of an allowable cost through price controls appears to offer a viable and workable solution.  

It is recognised that much of what is discussed is a concept in its infancy and that full exploration of implications for all parties will be required before any potential proposals are implemented. 

Industry Wide Mutualisation/Credit Pool

These methods of security are normally used to protect collective agreements and as such Transco believes they are inappropriate for gas transportation.  Currently, gas shippers choose a form of security based upon individual strategy, cost and availability.  The price paid by individual gas shippers to obtain security is based upon the level of risk within their respective organisations. 

Transco believes it would be extremely difficult to achieve consensus on the criteria for mutual insurance or credit pools, however if an appropriate structure were achieved then it is possible that administration costs might be lower.

If either of these options were used, Transco would need to be clear on how associated costs could be covered.

Individual Commercial Insurance

Transco believes that this type of cover is only available in the market place to cover the risk of insolvency, and therefore excludes other breaches of Network Code, in relation to indebtedness and overdue debt.  If used in isolation, there could be significant exposure to bad debts, only reduced by the threat of termination, as there would be no security to cover pre-insolvency values.  This option however could work in conjunction with LoC/cash as a mechanism to protect against exposure during the period between occurrence of the insolvency/cessation of contract and appointment of a new gas shipper/supplier.  It should be noted however, that for insurance purposes both existing and new industry participants   would be subject to individual financial assessment and for some this method of cover might not be available, thus creating potential barriers.  

Enforcement Mechanisms

Transco supports transparency and clarity in enforcement rules and believes that Network Code, Sections S & V, clearly define the current rules.  However, Transco recognises there is scope to develop further and has outlined a range of opportunities within Appendix 2.
Transco’s Code Credit Rules

Transco’s Code Credit Rules (CCRs) act as a tool to provide existing and prospective gas shippers with comprehensive information in respect of the credit risk framework.  Transparency of the full credit risk process is ensured through the publication of CCRs.  The CCRs contain all of the Network Code references to credit risk, which are subject to industry modifications.  The remaining elements of the CCRs relate to the mechanics surrounding security types and credit limits.

Transco has made revisions to the CCRs since their introduction in 1996, and on all occasions the proposed amendments have been submitted to Ofgem for comment prior to publication and industry circulation. 
Transco believes that because of economic variations it is appropriate to retain a process that enables changes to credit rules within short timescales.  Further contractualisation of the CCRs would remove the flexibility for Transco to respond to external influences in a timely manner, thus increasing financial risk and bad debt exposure. 

Invoicing Cycles

Transco notes Ofgem’s view that changes to invoicing cycles and payment terms should be considered further.  Whilst Transco is in agreement that shortening these timescales may offer greater protection against increasing levels of debt, the costs of system changes for all parties affected must be weighed against the potential benefits.

Appendix 2 – Further Improvements to Credit Requirements Set Out In                        Network Code

· Network Code Modification Proposal 0524 advocates financial obligation to pass to the shipper of SoLR with effect from the date of SoLR appointment.  This amendment will bridge the financial exposure between date of SoLR appointment and the actual date at transfer of supply points to allow time for controlled and orderly transfer to the incoming shipper portfolio.

· Consistent with contracts within the electricity industry a shipper of SoLR could be allowed a period of 14 days following appointment of SoLR in order to allow the new gas shipper time to source security.

· The introduction of a designated time period between termination/insolvency and revocation of licence and appointment of a SoLR would further mitigate risk of bad debt.
· Currently under the Network Code, Network Operators cannot call upon security held until invoices become overdue and therefore at the point of insolvency security cannot be utilized to secure collection in respect of accrued or non-overdue debt.  All invoices should become immediately payable upon insolvency to ensure that recovery of any potential bad debt is maximised.

· Currently the only contractual option in the event of non-payment where there is no security in place is to terminate.  Consideration should be given to the imposition of sanctions that prevent new supply point registrations and entry capacity booking as a lever to induce payment in the case of an invoice becoming overdue.  This would reduce the likelihood of a termination and introduces a further protective mechanism for recovery of monies.

· Consistent with contracts within the electricity industry consideration should be given to building reconciliation’s based on previous historic charge information into credit calculations.  Currently credit limits are calculated excluding reconciliation charges however inclusion of these charges will give more accurate credit forecasts; further reducing potential credit exposures.  
· The publication of a default on industry wide websites has proven to be effective in electricity industry as a threat to rectify credit breaches.  This could be utilised as a further sanction between 85% notice and termination, introducing a further protective mechanism.
· Currently the Network Code states that, in the event of a change in rating of a shipper, Transco give 30 days notice of a reduction in credit limit.   Immediate reduction in credit limits in line with downgradings in independent ratings affords greater protection.
Appendix 3 – Points of clarification, correction and further relevant context

Section 1.14  
Although convergence of credit arrangements across the gas and electricity industries would make working capital requirements easier to predict, it may also result in a need for higher levels of working capital at certain times within the cycle, which in turn could have an adverse impact upon a shipper’s ability to settle with the Network Operator.

If a company is insolvent, the officers of that company must take all practical steps to protect creditors, and it is therefore likely that an insolvency would be effective within relatively short timescales, however there are still likely to be significant exposures to bad debt between insolvency and the subsequent sale of assets to a third party.

Section 3.4   
A shippers code credit limit is calculated based upon a minimum 63 days peak exposure

Section 3.8  
Transco’s ultimate sanction of issuing a termination notice only applies where indebtedness exceeds 100%.

Section 3.9  
Transco recognises that Ofgem cannot revoke a licence or appoint a SoLR until a shipper is deemed to be insolvent, and therefore Transco have taken further protective measures by proposing the use of the Statutory Demand in respect of overdue invoices.  Transco has undertaken to notify Ofgem where such a Demand has been served on a shipper in respect of an overdue transportation invoice.

A termination notice, as per Network Code Section V4.3.1 ai) can be served without prior written notification, however Transco’s internal credit control procedures are primarily focussed to promote payment. Only if actions prove ineffective would Transco consider other contractual and commercial remedies (eg legal action, statutory demand, call upon security) prior to termination.  Transco do not use termination as a primary cash collection tool.  Sanctions that restrict business growth and entry capacity bookings would be the first remedy applied should there be a security limit breach of the Network Code, and Ofgem is notified when this occurs.  

Section 5.8   
Disconnection of customers is not used as a lever to obtain security or to prompt credit cover or payment.  In the case of credit breaches, Transco may only disconnect customer supply following termination, therefore preventing the use of this provision in any other circumstances.  The prospect of disconnection is the only sanction available to Transco to prompt an end consumer to sign a deed of undertaking that binds them to pay for services between the point of insolvency of the outgoing gas supplier/shipper and a new gas supplier/shipper being found.

